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THE NEW CORPORATION TAX. 

BY CHARLES A. OONANT. 



In spite of tlie outcries in certain quarters, that the new tax 
proposed in Congress upon the net earnings of corporations is 
" socialistic " and " iniquitous," it is one of the most equitable 
and easily collected forms of taxation employed by modern states. 
The critic who calls it " socialistic " must either confess his 
ignorance of the legislation of the most conservative countries 
of Europe or must be prepared to contend that they have already 
been captured by the enemies of society. It is inevitable that 
there should be an outcry against any measure which touches the 
pocket nerve; but those who cry out against a rate of one or even 
two per cent, upon corporation earnings, after the deduction of 
operating cost, depreciation charges and interest on bonds, may well 
be set to studying the corporation and income taxes of Europe. 

In Great Britain the income tax is classified according to 
sources of income, but the rate is varied according to the de- 
mands of the Treasury. As recently as 1903 the rate was 5.75 
per cent., and in 1903, 6.15 per cent., and the amount taken from 
the pockets of the taxpayers was in excess of $175,000,000. 
In Prussia even incomes below $900 pay a small charge and those 
above that amount are subject to a progressive rate which rises 
to 4 per cent. In Austria the income tax includes a rate of 5 
per cent, upon income derived from securities or from industrial 
and commercial operations. 

In France business is subjected, apart from many other taxes, 
to a so-called patent tax, based upon the size of shops and num- 
ber of employees, and there is an additional tax upon income from 
securities. The patent tax fell in 1903 upon 1,506,530 small es- 
tablishments, which paid about $11,000,000 of the total revenue 
of $18,000,000, the remainder being derived from bankers, large 
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mercliaiits and large mamifacturing establishments. The tax 
upon the income of stocks and bonds, after having stood at 3 
per cent, until 1890, was then advanced, to 4 per cent., but this 
charge is augmented in the case of securities to bearer by a trans- 
fer tax of 4 cents for every $20 of the quoted value. The total 
deduction by taxation from the income of securities in France 
is estimated by Professor Leroy-Beaulieu at from 9 to 10 per 
cent., resulting in the case of railway bonds in the retention of 
about 33 cents by the Government upon every $3 in interest 
allotted. The revenue derived from this tax in 1904 rose consid- 
erably above $16,000,000. In Eussia a still heavier burden was 
imposed by the law of 1898 upon the profits of stock companies 
by fixing a progressive rate, beginning at 3 per cent, where profits 
were not above 4 per cent, of capital, and rising to 6 per cent, 
upon profits reaching 10 per cent, of capital, with a still heavier 
charge where profits exceed 10 per cent. 

It is not in the financial history of the conservative capital- 
istic countries of Europe, therefore, that the opponent of a 
moderate tax upon net earnings will find parallels hostile to such 
a tax in America. The amount of the share capital of joint-stock 
companies in the United States is now not less than $25,000,- 
000,000, upon which earnings are probably close to $1,500,000,- 
000. A levy of 1 per cent, upon this amount will bring into the 
public Treasury $15,000,000. This tax upon the great corpora- 
tions of the country is almost infinitesimal in comparison with 
the burdens bravely borne during the Civil War. It is not to 
be contemplated that those taxes should be renewed, but the 
figures of the amounts collected afEord an impressive indication 
of the ability of the country to raise revenue and the great di- 
versity of sources from which it might be derived. In a letter 
of March 26th last to the Secretary of the Treasury, of which a 
copy was sent to President Taft, the virriter made the following 
summary of conditions during the Civil War and at the present 
time: 

" The population of the United States in 1866 was, according to the 
oflScial estimates, 35,344,000, and the aggregate wealth of the eouuti-y 
was about one-fourth of the amount at the present time. In spite of 
these conditions, the following were among the internal revenue taxes 
collected during the fiscal year 1866, when collections were at their max- 
imum, because they were then first extended over the whole Union and 
the reduction of taxation had not begun: 
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Manufactures and products' $178,356,661 

Licenses 18,038,098 

Banks, etc 12,109,420 

Gross receipts 11,262,430 

" These are only a part of special sources of revenue in 1866, amount- 
ing in the aggregate to $310,906,984. If collections of $15,815,000 from 
cigars and tobacco and $34,315,000 from distilled and fermented liquors 
are deducted from the total of $178,356,661 collected on manufactures, 
there will still remain from other classes of manufactures collections of 
more than $128,000,000, or at the ratio of about $350,000,000 for the 
present population, without allowing for increase in the ratio of wealth. 
If the manufacturing interests of the United States could survive in 
1866 under taxes of $128,000,000, they would apparently suffer no detri- 
ment by the payment of $8,000,000 to $10,000,000 annually under pres- 
ent conditions, in view of the increase in protection which they now 
receive from tariff legislation." 

There has been a striking absence of denunciation of the new 
tax from the ranks of those who are qualified to express an opin- 
ion on its merits as an economic principle. The reason is simple 
— that the principle of the tax is recognized everywhere as eco- 
nomically sound and that it lacks the conspicuous defects of the 
personal income tax in regard to facility of collection. A tax on 
net earnings is a tax upon capital which has been accumulated. It 
is not a tax upon capital in the making. In this respect it differs 
from all those taxes — ^like stamp taxes, stock-transfer taxes, du- 
ties on raw materials, and even licenses — which are taxes upon 
the transaction of business. It involves no enhancement of the 
prices of finished products by reason of the capital invested in 
taxes paid; no restriction of output because of charges upon 
sales or transfers; no hesitation as to whether to take advantage 
of a rise in security values by reason of taxes upon their purchase 
and sale. In these respects it meets the test of economic sound- 
ness at a point where such a measure as the tax upon transfers 
of stock, imposed a few years ago by the State of New York, con- 
spicuously fails. The latter imposes a burden upon the free 
movement of titles to property, and works an economic evil 
greater than the amount of the burden, because it blunts the sen- 
sitiveness of the market as a register of values. Against these 
criticisms the tax on net incomes is immune. 

That the tax is levied upon net incomes is much more equi- 
table than if it were levied upon gross earnings or upon dividends 
only. Not only may there be large gross earnings without profit, 



234 THE NORTH AMERICAN REVIEW. 

but in different classes of business the ratio differs greatly be- 
tween gross earnings and net profits. The tax upon gross earn- 
ings would be likely to impose the heaviest burdens upon the cor- 
poration producing standard articles, upon which only a small 
profit was derived from a large turn-over, and relatively the 
smallest burden upon those corporations exploited by men of 
original ability who, by the production of novelties, were able 
to derive a large profit from a small turn-over. Gross earnings 
bear no definite or equitable relation to profits; net earnings are 
the exact measure of profit and of success. If no profits are 
earned, then the enterprise escapes taxation; if the profits are 
small, the tax is correspondingly small; if the profits are large, 
the tax falls lightly upon the amount which is available for dis- 
tribution to shareholders. 

The contention, that a tax upon corporations works injustice 
to their shareholders in competition with private partnerships, 
is not likely to be heard often from the lips of competent members 
of the bar who realize the privileges and benefits which the cor- 
porate form has conferred upon the individual in doing business. 
Much is due to the corporation in the creation of the modem 
mechanism of manufacture and transportation, but to pretend 
that the debt is due to the corporations themselves as benevolent 
entities is juggling with words to confuse muddled brains. The 
debt is due rather to those who devised this form and to the 
state, which under this form permits individuals to invest what- 
ever sums they choose in corporate ventures without being liable 
for more than their investment. So great are the advantages of 
the uninterrupted life, the limited liability, and the divisible 
and transferable character of property which are the essential 
features of the modem corporation, that a tax of many times 2 
per cent, upon net earnings would not compensate for them. 

It is said that most of the corporations of the United States 
derive their life and privileges from the laws of the States and 
not from the law of the nation. Space can hardly be found in 
an article like this for discussing the purely legal aspects of this 
question. On the side of equity, however, it may fairly be con- 
tended that the Union is the representative of the States and 
that when the States severally formed the Union they secured 
for the citizens and corporations of each the privilege of trading 
in other States, now grown to forty-five in number and repre- 
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senting a field of commercial exploitation, free from tariff charges 
or other barriers, such as is open to the citizens and corporations 
of no other country. So complete has this freedom of intercourse 
become that the fact that it is a privilege has been forgotten. 
That the Government of the United States has the right to reg- 
ulate commerce between the States is set forth in the Constitu- 
tion. That this right might be exercised in some other way than 
the complete freedom of intercourse which now prevails was 
probably clearly in the minds of the founders of the Union. As 
late as 1866, the running of railway trains without interruption 
or stop at State boundaries was sanctioned by a special law. 
There is no doubt, therefore, that corporations as well as individ- 
uals derive privileges almost immeasurable from the protection 
and freedom accorded them by Federal law, by Federal courts, 
and by the very existence of the compact of union between the 
States. To insist that they should be free from contributions to 
carry on the Federal Government would be to erect them into a 
class possessing special privileges of a value which would make 
the privileges of the proconsuls of Eome or the noblesse of the 
ancien regime in France shrink in comparison to tawdry toys. 

Most of the objections which have been conjured up against 
the new tax are little more than men of straw. The serviceable 
old bogey, "the widow-and-orphan " stockholder, behind which 
corporations have so often sought shelter, has been projected into 
the foreground, much as savages sometimes protect their lines 
from attack by putting forward their women prisoners. This 
objection falls to the ground with many others before the light- 
ness of the burden which the tax involves. A corporation earn- 
ing $1,000,000 above all the charges which the law allows to be 
deducted, would have just sufficient profits to pay a dividend of 
10 per cent, on a capital of $10,000,000. But it must be borne 
in mind, in dealing with the ratio of the tax to volume of busi- 
ness, that net earnings of $1,000,000 would be likely to represent 
earnings above operating expenses of say $3,000,000 and gross 
income of perhaps $10,000,000. From such sums the tax of 
$10,000 at the rate of 1 per cent, would come, and if deducted 
from net earnings would reduce the balance to $990,000. In 
theory, the helpless widow would find her dividend cut from 10 
per cent, to 9.9 per cent. But no sane corporation is run upon 
such a basis. It does not allot the last dollar of earnings in 
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dividends, and a charge of $10,000 upon an annual surplus of 
$1,000,000 is like many other charges — only an incident of cor- 
poration activities, like $10,000 spent for travelliag expenses 
for the investigation of new openings for business, or for gratu- 
ities to employees. The widow who has her property invested 
in a corporation which distributes its earnings "up to the hilt," 
so that it cannot pay the tax without reducing its dividend, 
would better get out of her investment in the first " bull " 
market. 

Equally puerile, in view of the facts, appear the suggestions 
that the tax will be evaded by turning stock into bonds, by di- 
verting earnings into increased salaries, and by false returns. 
Undoubtedly these devices will occasionally be adopted, but it 
is insulting the intelligence of the average corporation board to 
believe that they will be adopted by any considerable number of 
them in order to escape a tax of one per cent. The corporation 
which turned stock into bonds, for such a purpose, without jus- 
tification upon other grounds, would be inviting bankruptcy. 
The bond is a continuing obligation, whose charges must be met 
in lean years and fat years; the stock is only a divisional share 
of the property, upon which dividends may be suspended when 
they are not warranted by earnings. The corporation which with 
a light heart increased its bonded obligations to escape a tax 
would find itself in the hands of a receiver when its earnings 
shrunk in a period of business depression. 

This device and such others as the keeping of fraudulent books 
and the making of false returns would involve risks and difficul- 
ties which would not be compensated by the saving viewed purely 
from its practical side. Heavy criminal penalties attached to 
false returns would not be risked in many cases in order to save 
— ^not the full tax, but the difference between the full tax and the 
false figures. In this case, as in many others, the disposition 
to break the law would be measured to some extent by the ratio 
of the tax. It is upon this well-known principle that the import 
duty upon diamonds is fixed at only ten per cent., because the 
inducement to smuggle at the risk of criminal penalties is much 
less potent with the average man than with a higher duty. The 
higher duty was tried in the tariff act of 1894, and the result 
was a shrinkage of avowed importations of cut diamonds and 
other stones from $4,511,395 in that year to $985,611 in 1897. 
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A corporation cannot be formed without a record under State 
authority. It usually has a domicile, a list of responsible officials, 
and in the majority of cases a Tisible plant. One of the first acts 
of the Commissioner of Internal Eevenue under such a law would 
probably be to request each State to transmit to him a list of 
its going corporations. There may be an effort to test the legality 
of the tax, but, barring this, the amount of the tax will probably 
be paid promptly by nine-tenths of the corporations involved, 
with or without protest, as soon as notice is received from the 
Federal Government. The tax-collecting powers of the Federal 
Government are so much more energetic and fax-reaching than 
those of the States that the cases are likely to be few where pay- 
ment is unwarrantably delayed after a modus vivendi in regard to 
disputed legal questions has been reached. 

These considerations raise another, which was hinted at by 
Senator Eoot in his able defence of the corporation tax in the 
Senate. This is the advantage which will be afforded in obtain- 
ing uniform statistics of corporate capital and volume of busi- 
ness. In practically every European country definite statistical 
information regarding corporations is accessible. In this country 
no such statistics upon a complete scale have been compiled, 
because the data could only be obtained by searching the records 
of forty-six States. The balance-sheets of the railways and other 
corporations which are much in the public eye have been com- 
piled, but local corporations, like water companies, interior 
steamship lines, miniug companies and many other classes, have 
not been obtainable in complete form except through special in- 
quiries by the Bureau of the Census or by trade publications. 
With information in hand in regard to all these corporations, and 
its proper classification for statistical purposes, the prediction of 
Mr. Root will be verified that, " The Government of the United 
States will take a great and a necessary step forward to the more 
efficient and creditable performance of the duties which it has 
undertaken and that are imposed upon it under our constitutional 
system." 

A great advantage of the tax on net earnings which has not 
pertained to any previous Federal tax is its adaptability to chang- 
ing conditions. In this respect it rims on all-fours with the Eng- 
lish income tax, of which the rate can be changed from year to 
year, according to the requirements of the budget. The adapt- 
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ability of either of these taxes to this purpose is due to the fact 
that they are based upon the sound economic principle of im- 
posing no charges upon business in the course of its transaction. 
For this reason the rate can be changed without disturbance to 
business and without such losses to the revenue as occur when im- 
portations are increased in order to escape pending increases of 
duties or when tobacco and whiskey are allowed to aecuinulate ia 
warehouse in anticipation of a reduction in taxation. The power 
might be conferred upon the Secretary of the Treasury to change 
the rate of taxation upon the net earnings of corporations to 
meet the requirements of the revenue, within some maximum 
limit (say, four per cent.) ; but if there is objection to vesting 
such power in an. executive officer, the same object could be at- 
tained by the fixing of the rate each year by Congress in the 
deficiency bill which passes just before adjournment. The latest 
data would at that time be available for determining the deficit in 
other sources of taxation to be met from the tax on net eamiugs, 
and if any error were made in one year it could be corrected in 
the next. 

The adoption of a tax capable of being varied from year to 
year in order to meet the condition of the budget would be in 
itself a fiscal reform of the first importance to the Federal Gov- 
ernment. Up to the closing years of the last administration the 
Treasury was run and appropriations were made by Congress 
with only the most indiiferent reference to the relation between 
income and outgo. A policy of more direct responsibility, on the 
part of the President and the Secretary of the Treasury, and of 
greater correlation in the work of difi'erent committees of Con- 
gress, was suggested in the last annual report of Secretary Cortel- 
you, and the policies which he recommended have been largely 
put in operation by Congress and by Secretary Mac Veagh. The 
recent adoption of a halance-sheet which shows the real condition 
of the Treasury, after careful analysis of the subject by Assistant- 
Secretary ISTorton, is a long step towards a sane and orderly budget 
system, in which a method of taxation which can be adjusted 
to changing conditions will be an important factor. If the rate 
of the tax on corporate earnings is thus made the measure of the 
lavishness or the economy of the Government, the most powerful 
interests in the country will be enlisted in a direct manner on the 
side of honest, orderly and economical public finance. 
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Perhaps the most serious objection made by the corporations to 
the new tax is that which commends it to the people. This is 
the power which is given to the Federal Government to make 
such investigations as are necessary to determiae if the tax has 
been paid upon actual net earnings. This is the " inquisitorial " 
feature which involves a continuation of the policy inaugurated 
by the last administration of applying to business in the United 
States some of the restrictions which are applied to it in older 
civilized countries. It was said by Edward Atkinson, I believe, 
many years ago that the people of the United States were the 
most lightly taxed of any who could be called civilized. Whether 
this is still the fact or not, it comes near being the fact that 
the corporations and the business of individuals in the United 
States are the most lightly burdened by official supervision among 
the older civilized countries. Americans who resent "inquisi- 
torial " methods in dealing with corporations should study a few 
pages of the corporation laws of Europe. Not to speak of the 
Continental countries, where the Government acts in some cases 
as the kindly guardian of the masses, the body of English law 
on the subject fills a small book. 

A corporation in England cannot issue a prospectus which is 
not signed by every person who is named therein as a director or 
by his agent. What prospectuses of new companies shall con- 
tain is carefully defined, including the number of shares required 
as qualification of a director, the names and addresses of the 
venders of any property purchased or acquired by the company, 
the amount paid or payable as commission for subscribing or 
agreeing to subscribe for shares in the company, the dates and 
parties to every material contract and a reasonable time and place 
at which such a contract or a copy may be inspected, and full 
particulars of the nature and extent of the interest of every di- 
rector in the promotion of the company. Whenever a company 
makes an allotment of shares it must file within one month with 
the public registrar a return of the allotments, with full par- 
ticulars, and in the case of shares allotted for other considerations 
than cash a contract in writing constituting the title of the al- 
lottee to such allotment and particulars as to the consideration 
for which they have been allotted. If default is made in com- 
plying with these requirements every director, manager, secretary 
or other officer of the company who is knowingly a party to the 
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default shall be liable to a fine not exceeding £50 for every day 
during which the default continues. 

If Great Britain, the most conservative country in the world 
and the one in which trade, apart from other Anglo-Saxon coun- 
tries, is probably the most unfettered in the world, sees fit to im- 
pose restrictions like these upon invitations to the public to sub- 
scribe for securities, then at least the mouths should be stopped 
of those who, in ignorance of the facts, may be disposed to char- 
acterize rigid company regulation in the United States as social- 
istic and without precedent. On the contrary, the United States, 
if she determines to establish uniform regulation in behalf of the 
iavestor and shareholder, in place of the present haphazard and 
disjointed system of company management, will follow a path of 
precedent beaten wide and smooth. 

The new plan for taxing net earnings bears as lightly as pos- 
sible upon the corporations by permitting the acceptance of their 
own sworn statements where there is no reason to suspect fraud. 
Investigation by Government agents is authorized only where 
reasonable cause of suspicion arises. It would seem to be for the 
enlightened self-iaterest of the corporations, if they desire to 
postpone the evil day of minute official supervision, such as pre- 
vails in Europe, to comply so promptly, cordially and honestly 
with the new requirements as to obviate the necessity for further 
measures. President Taft, with the usual optimism of a man of 
high ideals, has given them the opportunity by the terms of the 
new project to prove their loyalty and good faith. But if his 
confidence should be disappointed he holds in the power of taxa- 
tion and the supervision which is a reasonable incident to it a 
"big stick" which will ultimately, in his hands or those of his 
successors, reduce the organization and management of companies 
in the United States to the narrow confines to which they have 
been restricted in other settled capitalistic countries. 

Charles A. Conant. 



